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The United States has the best financial reporting system in the world. It makes possible
the efficient allocation of capital that fuels economic growth. Capital markets depend on
reliable financial information to operate; and financial decision-makers depend upon the
independent auditor for assurance that information is indeed reliable.
This is a time of exceptional challenge for the financial reporting system and, hence, for the
accounting profession. The challenges come both from the economy itself and from the
concerns of the public.
The globalization of the economy, the explosion of technology, the complexity of business
transactions, and other forces have thrust the financial system into a new age. As the pace
of economic change accelerates, so does the need for reliable and relevant information.
To stay the best, our financial reporting system must be as dynamic as the financial markets
themselves. Independent auditors must constantly strive to improve their services to add
continuing value to the users of financial information.
No matter how sound the financial reporting, however, it is without value if the user does
not perceive it to be sound. In the end, trust is the financial markets’ only asset; without it,
they cease to function. Public confidence in the financial reporting system has been shaken
in recent years by highly publicized business failures. Such events have raised questions
about the effectiveness of the independent audit function and the integrity, objectivity, and
competence of independent auditors and the self-regulatory system that governs them.
Action is needed to solidify the public trust in the financial reporting system.
In the pages that follow, we detail the steps we believe will improve the value of financial
information and the public’s confidence in it.
The United States has the best financial reporting system in the world -- and the AICPA is
determined to keep it that way.
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The Challenge to Change
We are undertaking reforms in the pursuit of five principal goals:
*

improving the prevention and detection of fraud;

*

enhancing the utility of financial reporting to those who rely on it;

*

assuring the independence and objectivity of the independent auditor;

*

discouraging unwarranted litigation that inhibits innovation and undermines the
profession’s ability to meet evolving financial reporting needs; and

*

strengthening the accounting profession’s disciplinary system.

These goals cannot be fully achieved through the efforts of accountants alone. Improving
financial reporting invites the collaborative participation of not only the accounting
profession, but also management, boards of directors, legislators, regulators, legal advisors,
and the users of financial information. We encourage all participants in the financial
reporting system to work together toward reforms that will benefit everyone.
The independent Public Oversight Board made a valuable contribution to this effort when
it recently issued a special report, "In the Public Interest: Issues Confronting the Accounting
Profession." The POB made twenty-five separate recommendations to improve financial
reporting and the quality of independent audits for consideration by Congress, the
Securities and Exchange Commission, the AlCPA’s SEC Practice Section (SECPS), the
Financial Accounting Standards Board, the AlCPA’s Accounting Standards Executive
Committee (AcSEC), the AlCPA’s Auditing Standards Board, other components of the
AICPA, accounting firms, and audit committees. We applaud these recommendations.
Obviously, implementation of so many recommendations by so many parties will not be
easy. We will strive to adopt those that can be implemented by the AICPA; we encourage
the other parties to do the same. And, we are committed to additional reforms to achieve
the five goals set forth above.

Improving the Prevention and Detection of Fraud
Fraudulent financial schemes are the stuff of headlines and spicy news reports. Fraud
justifiably engenders public outrage. While few business failures involve fraud, their
corrosive effect on public confidence is widespread. The public looks to the independent
auditor to detect fraud, and it is the auditor’s responsibility to do so.
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To strengthen the audit function by providing earlier notification to the government of
possible illegal activity, the AICPA has endorsed proposed Federal legislation known as the
Financial Fraud Detection and Disclosure Act.
We also support the recommendations of the POB in this area. The recommendations call
for new guidelines to assist auditors in assessing the possibility of management fraud,
additional auditing procedures when there is a heightened likelihood of fraud, and a
renewed and tough-minded emphasis on the importance of professional skepticism.
More can be done. Every participant in the financial reporting process has a stake in
preventing wrongdoing and all should be expected to share the responsibility.
Management, for example, should renew its emphasis on ethical values throughout the
organization. It is also critical that an open line of communication with the independent
auditor be maintained. Therefore, advisers, such as attorneys, should be called upon to
bring to the independent auditor’s attention instances of suspected financial fraud so that
the auditor can, to the extent possible, confirm or dispel those suspicions. Regulators who
possess such knowledge should also be required to make that information known to the
auditors.
We also can do a better job of learning from past mistakes. The accounting profession will
establish a systematic process for reviewing past cases of fraud to learn how the financial
statements were manipulated, how detection was initially avoided, what audit procedures
did detect or might have detected the illegality, and how audits can be changed to prevent
a reoccurrence. The results, which will be disseminated throughout the accounting
profession, will serve as the basis for continuous improvement in auditing.

Making Financial Reports More Useful
Financial decision-makers confront change on a daily basis. The integration of financial
markets, the impact of technology, the entry of new competitors, the introduction of new
and more complex financial products - all of these have made investing a different business
than it was just a few years ago. These innovations automatically bring with them changes
in the kind of financial information needed. If the accounting profession is to fulfill its
obligation to the public, it must not remain static.
The AICPA has launched an effort to ensure that financial reporting moves with the times.
Our Special Committee on Financial Reporting is looking at far-reaching ways to make
financial reports more relevant to the realities of today’s marketplace by anticipating the
financial information needs of the 21st century. This is a wide-ranging and intensive effort.
We are ruling out no possibilities as we examine what changes to the existing accounting
model should be made to meet user needs in the short and long term. We expect the
Special Committee to complete its work within a year.
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In the interim, we are taking more immediate steps to improve the utility of financial reports.
In this fast-changing economic environment, investors can’t afford to look only backwards.
They need to anticipate. To serve this need, the AlCPA’s Accounting Standards Executive
Committee, consistent with a recommendation by the POB, has issued a proposal to require
management to disclose risks and uncertainties that could significantly affect the com pany’s
operations or financial condition. We urge AcSEC to complete its work with all deliberate
speed.
To provide further assurance to the investing public, we join the POB in calling for a
statement by management, to be included in the annual report, on the effectiveness of the
company’s internal controls over financial reporting, accompanied by an auditor’s report on
management’s assertions. An assessment by the independent auditor will provide greater
assurance to investors as to management’s statement. The internal control system is the
main line of defense against fraudulent financial reporting. The investing public deserves
an independent assessment of that line of defense, and management should benefit from
the auditor’s perspective and insights. We urge the SEC to establish this requirement.
Finally, the SEC should require audit committees to include a statement in the annual report
describing their responsibilities and how these responsibilities were discharged. This will
increase the attention that audit committee members give their crucial responsibilities. It will
also increase the attention paid to their views by management and other directors.

Assuring Auditor Independence
The credibility of the independent audit is essential to public trust, the keystone of the
financial reporting system. The accounting profession prides itself on the integrity and
objectivity of its members. The future of our profession, not to mention our livelihood, rests
on this reputation.
A few recent high-profile financial scandals have, however, called auditors’ independence
into question. Neither the accounting profession nor the financial markets can afford an
erosion of public confidence. For that reason, auditors must scrupulously preserve their
objectivity, in reality and appearance. We therefore call on the SEC and other regulatory
bodies to prohibit public companies and other organizations with public accountability from
hiring the partner responsible for their audit for one year after the partner ceases to serve
that client.
Additional steps can be taken, with the support of the business community, to secure public
confidence in the independent audit and the financial reporting system. SEC registrants
and other publicly accountable organizations should be required to have audit committees
composed entirely of independent directors whenever practicable. The audit committee
members should be charged with specific responsibilities, including overseeing the financial
reporting process, and recommending appointment of the entity’s auditors.
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Rationalizing the Liability System
The accounting profession is determined to fulfill its public mission. In that spirit, we urge
reform of a debilitating and unreasonable liability system that is undermining our ability to
carry out this commitment. Under the doctrine of joint and several liability, an accounting
firm can be forced to pay for damages that admittedly were caused by another party.
Restrictions on firm s’ form of organization hold every partner liable to the full extent of his
or her personal assets for the action of any colleague.
For fear of unreasonable liability, auditors are reluctant to introduce innovations that the
financial markets urgently need, such as assurances on forward-looking financial data.
Some firms are refusing to audit smaller, high-risk companies; often, these are hightechnology companies whose success is vital to the nation’s economic growth and
competitiveness. Moreover, accountants’ liability exposure damages the profession’s ability
to attract and retain highly qualified people, which has an adverse impact upon the
profession’s ability to serve American business and the investing public.
The need for liability reform is clearly evident from the exploding cost of unwarranted
litigation affecting the entire accounting profession, costs that, if not absorbed by the
marketplace, could force firms into bankruptcy. The cost of litigation is now the profession’s
fastest-growing expense. The risk of unreasonable liability has caused some firms to cease
providing audit services, an outcome that is not in the public interest.
In the words of Sophocles, things have reached "the point beyond which even justice
becomes unjust." The threat of mammoth liability frequently forces firms to settle rather than
fight, no matter what the merits of the case. In too many cases, the justice system has
ceased to distinguish the guilty from the innocent.
Accountants should not pay for others’ mistakes simply because they are the only ones left
standing after a financial collapse. People should be held responsible only for the damage
they cause; simple fairness and common sense demand it. The system of joint and several
liability should be replaced with proportionate liability except in cases of "knowing fraud."
Accounting firms should be allowed to practice in corporate form so that an accountant can
go to work without worrying that his or her family could lose their home even though the
accountant had no involvement in an alleged audit failure. We do not ask to be held
harmless for our wrongdoing. We ask only that we not be prevented by unwarranted
liability from doing our job to the best of our ability.
Finally, all litigation in federal and state courts involving the same alleged audit failure should
be consolidated into one federal suit to remove incentives for the procedural gamesmanship
that plagues our legal system.
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Sharpening the Teeth of Self-Regulation
The effectiveness of the accounting profession in governing itself and disciplining its
members is essential to public confidence in the financial reporting system. That there be
no doubt in the public mind of the profession’s commitment to punishing wrongdoers in its
ranks, we recommend a strengthened system to discipline those guilty of substandard work
or professional misconduct -- individual CPAs as well as firms. There is no room in our
profession for "bad apples." This system should reside in the profession with oversight by
the government and should be national in scope. It should apply to auditors of SECregistered companies and other publicly accountable entities.
The profession’s disciplinary system provides an effective mechanism for investigating and
reprimanding accountants who fail to comply with professional standards. As it is currently
structured, though, the profession’s disciplining of an alleged wrongdoer within its ranks
must await the conclusion of litigation involving that party. Those court proceedings can
take years -- up to a decade or longer. We propose a system under which investigative
and disciplinary actions would take place regardless of whether legal proceedings were also
under way. Accountants would know that their profession will respond swiftly to any alleged
misconduct or substandard performance. The system we propose would be both timely
and forceful. Punishment would extend to the imposition of fines and, under the oversight
of the appropriate regulatory agencies, loss of privilege to audit publicly accountable
entities.
To enable the profession’s disciplinary mechanism to function on a timely basis and to
preserve the effectiveness and fairness of both that mechanism and the civil liability system,
the two must be insulated from one another. Information gathered and findings reached
by the disciplinary structure should not be admissible in civil proceedings. Since each
forum pursues its unique objectives and may involve different standards of proof and rules
of evidence, one should not be allowed to bias the other.
Further to ensure a speedy and efficient disciplinary system, a way must be found to
eliminate parallel, sequential or multiple investigations and proceedings. Now, a firm or
individual is subject to investigations by the SEC, state board(s) of accountancy, the Quality
Control Inquiry Committee of the SECPS, and the Joint Ethics Enforcement Program of the
AICPA and state CPA societies. For investigations within the private sector, one proceeding
before a professional body with genuine "teeth" should be acceptable to both the public and
private sectors.
In addition to a forceful disciplinary mechanism, we support measures recommended by
the POB to strengthen the accounting profession’s self-governance. These include
requiring firms to make specific investigations into alleged audit failures, and requiring that
those investigations be tested in the peer review process; expanding the responsibilities of
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SECPS’s Quality Control Inquiry Committee; and strengthening continuing professional
education for auditors.
Together, these self-regulatory reforms will renew and strengthen the accounting
profession’s historical commitment to holding its members to the highest standard of
integrity and objectivity.

Conclusion
The auditor provides assurance to participants in the marketplace that financial statements
may be reasonably relied upon. That assurance assists the efficient allocation of capital
which fuels economic growth.
Of course, no assurance can be absolute against
unpredictable economic forces, and no audit can categorically guarantee the discovery of
sophisticated, collusive fraud. The AICPA is dedicated, however, to the twin goals of adding
continuing value to the financial information investors need in a fast-changing world and
strengthening the prevention and detection of fraud to preserve the public trust.
The accounting profession is proud of its history as guardian of the financial reporting
system. And the AICPA is proud of its role in helping accountants to carry out their duties.
The initiatives laid forth here represent one more milestone in an unending journey of selfimprovement.
#

#

#
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